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Current Problems in Tax Equity 


The Taxation of Personal Income v. Consumers Sales 


by Dr. JoHN F. SLY, Director, Princeton Surveys 


“Equity,” writes a distinguished economist, “often seems to say ‘No, but hardly ever ‘Yes, 
an elusive mistress, whom perhaps it is only worth the while of philosophers to pursue ardently 
and of politicians to watch warily.”* Nevertheless, no theory of the form, structure and power of 
the state—whether democratic or socialistic—can long survive in the presence of a tax system 
that is adverse _to its. fundamental teachings. 


OQ” March 9, 1776, a profound and articulate Scotchman by the name of Adam Smith 
published a hook—known by its short title as the Wealth of Nations. In Book V he set 
forth his celebrated concept of tax equity: “The subjects of every state ought to contribute 
towards the support of government, as nearly as possible, in proportion to their respective 
abilities; that is, in proportion to the revenue which they respectively enjoy under the protec- 


tion of the state . . . In the observation or 
neglect of this maxim consists, what is called 
the equality or inequality of taxation.”” 


This well-quoted canon (although not entirely 
original with Smith) touched off a chain of debate 
that still flames and fades in the field of public 
finance. It has been expanded and glossed by many 
subsequent writers, and shifting theories of politics, 
economics and sociology have introduced new 
values into Smith’s concept. But by and large three 
basic questions involving both the equity and pur- 
pose of taxation emerge from this long controversy 
to occupy major places in modern tax thinking— 


Progressive v. .proportional taxation—should 
a taxpayer pay at the same rate on each incre- 
ment of his income? or should the rate increase 
as the increments of his" iicome increase? 


Ability to pay v. benefits received—should a 
taxpayer contribute to the support of the state 
in accordance with his financial ability (either 
proportionally or progressively)? or should he 
contribute, as far as possible, on the basis of the 
benefits he personally receives from the state? 

“Share-the-wealth” v. competitive distribution— 
should a tax system be designed primarily for 
fiscal purposes? or should it be used to recon- 
struct the social pattern of the state? 

As complex as these concepts have become in 


1 Hugh Dalton, Principles of Public Finance, (10th Ed., London, 
1939) p. 95. 
2 The Wealth of Nations (Cannan ed., N. Y., 1904), Il, p. 310. 
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the magnitude, interdependence and group pres- 
sures of an industrialized society, they are still 
further conditioned by the work-a-day questions 
that confront every tax administrator. The Con- 
necticut Tax Survey Committee (1948) spent some 
time discussing these basic questions, and con- 
cluded on a somewhat summary note: “Equity,” it 
said, “may depend not upon one measure but 
upon several; and there are other elements beside 
equity that every finance officer must consider if 
his tax structure is to meet the tests for which it 
is designed. There is, for example, fiscal adequacy 
—does the tax yield sufficient revenue to meet ex- 
penditure requirements? Another is stability—is 
there sufficient diversity of tax bases to promise a 
steady yield? Another is administrative conveni- 
re the taxes easily and economically admin- 
istered? And still another is the economic impact 
—does the tax unduly impair the productivity of 
the community?” 


Progressive vs. Proportional Taxation 


It is not practical to consider all of these factors 
as they bear upon the merits of the personal in- 
come and consumers sales tax; but in examining 
these two taxes several points of difference—bear- 
ing upon iax equity and tax practice—are im- 
portant: 

1) The income tax (under current federal 
practice) is steeply progressive; the consumers 

® Connecticut Tax Survey (1948) op. cit., p. 28. 
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sales tax (within usual rate structure) is pro- 
portional ; 


2) The personal income tax base is measured 
in terms of net income; the consumers sales tax 
base is measured in terms of selected expendi- 
tures. 


3) The personal income tax (from the stand- 
point of yield) is predominantly a federal tax; 
the consumers sales tax (except for selective 
federal excises) is exclusively a state and local 
tax. 


4) Both taxes purport to be a measure of 
ability to pay, both are general purpose taxes, 
and both are broad based taxes. 


The argument for the personal income tax as 
opposed to the consumers sales tax rests mainly 
on the assumption that “ability to pay” should be 
the principal criterion of any modern tax pro- 
gram. In this respect, ability, as a measure of tax 


cently has progression reached its highly accept- 
able position. The arguments advanced for and 
against progression extend over several centuries. 
Generally speaking, those writers who lean towards 
social theories are in favor of it. Those who lean 
toward economic theories are cautious or opposed, 
although there are distinguished names for and 
against. Then there are those who support pro- 
gression on other than economie or social grounds 
— the state having contributed directly to the 
creation of differences in income is entitled to a 
progressive return for the “accumulated result of 
its legal iniquities” as well as for its more benefi- 
cent efforts. It is not possible to present all of 
these views in a brief statement. The environment, 
moreover, in which a man writes, not only condi- 
tions his thinking but weakens his conclusions for 
readers of different times. But it is important to 
understand the ebb and flow of the arguments 
before establishing a bench mark for the present. 


DR. JOHN F. SLY, author of numerous articles and pamphlets on 
state and local government problems, is perhaps best known as Director 
of Princeton Surveys. Educator, editor, and lecturer, Dr. Sly has been a 
member of the faculty of Princeton University School of Public and 
International Affairs since 1938. He has been administrative consultant 
to Harvard Graduate School of Education since 1940. He is Chairman of 


the New Jersey State Commission on Tax Policy, as well as Chairman of 
the State’s Youth and Government Committee. 





equity, means income rather than expenditure, pro- 
gressive rates rather than proportional rates, and 
equality of sacrifice rather than equality of bene- 
fits. The cleavages as among the supporters of 
these conflicting premises can be roughly charted 
by income groups; and at some risk of oversimpli- 
fication, the real issues could probably be em- 
braced in the conflict of progressive taxation v. 
proportional taxation. For if proportional taxation 
were applied to the income tax whereby all in- 
come, whether large or small was taxed at the same 
rate; and if progressive taxation could be applied 
to a consumers sales tax, wherein more extensive 
purchases were taxed at progressive rates, the 
opponents of each tax might find their positions 
reversed. 


But progressive taxation has become a funda- 
mental part of contemporary tax theory. It is 
sometimes forgotten, however, that only rather re- 
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Adam Smith seemed clear that a certain amount 
of progression was justified. “It is not unreason- 
able,” he wrote, “that the rich should contribute to 
the public expense. not only in the proportion to 
their revenue, but something more than in that 
proportion.”* Twenty-seven years later, Jean- 
Baptiste Say was not only quoting Smith favorably 
but was far ahead of him. “For my part,” he said, 
“I have no hesitation in going further, and saying, 
that taxation cannot be equitable, unless its ratio 
is progressive.”° But John Stuart Mill was opposed 
as a matter of general taxation, although pro- 
gression seemed fair enough when applied to in- 
heritance taxes—unearned as distinguished from 
earned income. “To tax the larger incomes at a 
higher percentage than the smaller,” he wrote, 
“is to lay a tax on industry and economy; to im- 


* Wealth of Nations, op. cit., p. 327. 


en on Political Economy (Prinsep trans., Phila., 1934) 
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pose a penalty on people for having worked harder 
and saved more than their neighbors.”® 


But it was James Ramsey McCulloch who set out 
the classic 19th Century argument against pro- 
gression taxes— 


“A rich man,” he wrote, “will, of course, pay 
taxes, and everything else, with less inconveni- 
ence than one who is poor. But is that any reason 
why he should be unfairly treated . . . Let it not 
be supposed that the principle of graduation 
may be carried to a certain extent, and then 
stopped . . . The reasons that made the step be 
taken in the first instance, backed as they are 
sure to be by agitation and clamour, will impel 
you forwards . . . Graduation is not an evil to 
be paltered with . . . Adopt it and you will 
effectively paralyze industry and check accumu- 
lation . . . The moment you abandon, in framing 
of such taxes [property or income], the car- 
dina] principle of exacting from all individuals 
the same proportion of their income or of their 
property, you are at sea without a rudder or 
compass, and there is no amount of injustice 
or folly you may not commit.”* 

By the last quarter of the century, Francis A. 
Walker was justifying progression on the “un- 
doubted fact that differences of property and in- 
come are due, in no small degree, to the failure 
of the state in its duty of protecting men against 
violence and fraud.” He was, nevertheless, cautious 
in his application of progression but concluded 
that were “the highest human wisdom, with perfect 
disinterestedness, to frame a scheme of contribu- 
tion, I must believe that the progressive principle 
would in some degree be admitted.”* But near the 
turn of the century, C. F. Bastable opposed pro- 
gressive taxation on political, moral and economic 
grounds. It was, he said, “entirely arbitrary,” it 
retarded the accumulation of wealth, was explained 
(but not justified) by the “shifting in the center 
of political gravity that the growth of democracy 
has brought about,” and was “one of those agen- 
cies that seem likely to facilitate the transition 
from the capitalist to the socialist regime.””® 


At about the same time, Edwin R. A. Seligman, in 
criticising what would now be called the “share-the- 
wealth program” of the German economist, Adolf 
Wagner, wrote that “the so-called socio-political 
theory is untenable in so far as it implies a con- 
scious effort on the part of the state to levy higher 


® Principles of Political Economy (Ashley ed., London, 1926), 
p. 808. 


* Treatise on Taxation (2d ed., London, 1852), p. 20, pp. 140-141. 
8 Political Economy (N. Y., 1883), pp. 453, 454-455. 
® Public Finance (London, 1903), pp. 306, 308, 311. 
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taxes on the rich in order to reduce them to the 
level of the poor.” He defended progressive tax- 
ation as an ideal, but doubted how far or in what 
manner it should be actively carried out in practice ; 
and advised caution “in advocating any general 
application of the principle.”” In so far as pro- 
gression should be applied to the United States 
he said: 


“ __ while progression of some sort is de- 
manded from the standpoint of ideal justice, 
the practical difficulties in the way of its general 
application are well-nigh insuperable. Progres- 
sion is defensible only on the theory that the 
taxes are so arranged as to strike every indi- 
vidual on his real income. But in default of a 
single tax on incomes, which is visionary, prac- 
tical tax systems can reach individual incomes 
only in a very rough and round-about way. 
Under such practical conditions it is doubtful 
whether greater individual justice will be ob- 
tained by a system of progression than by the 
simple rule of proportion; and it is questionable 
whether the ideal advantages of progression 
would not be outweighed by its practical short- 
comings.” 


Seligman thought, nevertheless, that progressive 
taxation could be defended on purely economic 
grounds, and that “we shall be getting closer to 
the desired equality by some departure from pro- 
portional taxation.” He carefully examined the 
arguments on both sides, and developed a new 
“faculty” theory of his own which supported pro- 
gressive rates,’ 


Progression Doubted as Effective Social Reform 


Writing after World War I when progressive 
income taxation had become an established fact in 
federal tax policy, Frederick W. Taussig was crit- 
ical of the trend toward its use as an agent of 
social reform: 


“Progressive taxation, so far as it aims to 
correct unjustified inequalities, evidently deals 
with results, not causes. It is obviously better 
to go to the root of the matter, and to deal with 
the causes. Much the more effective and prom- 
ising way of reform is to promote the mitigation 
of inequality in other ways—by equalization of 
opportunity thru widespread facilities for na- 
tional education, by the control of monopoly 
industries, by the removal of the conditions 
which make possible illegitimate profits. Pro- 


10 “*Progressive Taxation in ‘ca and Practice’ in Pub. of 
Amer, Ec. Assm, 1X, Nos. 1-2 (1894), pp. 69-70, 200. 

11 Ibid., pp. 216-217. 

12 Progressive Taxation, op. cit., pp. 193, 190-200. 
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gressive taxation, which deals with income (or 
property) solely according to size, and not 
according to social desert, is less discriminating 
and also less effective in reaching the ultimate 
goal than the various ways of diffusing material 
welfare . . .””!% 


There were other writers of the period who 
supported progression on various economic theories 
of diminishing utility, increased productivity, the 
taxation of surplus and compensatory measures.'* 
Progression (at least as a theory) obtained a re- 
spected place in economic thinking; until only 
“a few high authorities of the older generation,” 
wrote Hugh Dalton, “still cling with a curious 
fondness to the idea of proportional taxation.”!® 
But however cautiously it was accepted on eco- 
nomic grounds, it has become almost universal in 
practice—and to a degree and magnitude that out- 
modes the classical economic arguments. It is 
dificult today to defend personal income tax rates 
(effective) of 77 per cent on the grounds of fiscal 
or economic policy. They must stand or fall on 
broad considerations of social policy, and if sup- 
port is sought for the steep progressions of today, 
it is necessary to return to the socialistic writers. 


Modern Measures of Tax Equity 


From this brief summary of-the classical writers 
and a consideration for the values expressed in 
contemporary tax theory and practice, perhaps the 
following measures of tax equity are appropriate 
as a basis of analysis: 


1) The exemption or protection of the sub- 
sistence level of income—it is impossible to 
convince a man that he should support govern- 
ment before he can support himself. 


2) A reasonably progressive rate structure— 
it is generally accepted that the “ability” of the 
taxpayer increases in more rapid ratio than the 
increase of his income, but exploitation cannot 
be defended as a fiscal policy. 


3) Taxation should be primarily a fiscal de- 
vice—it should not be used to transform the 
social pattern of the state. If wealth is excessively 
acquired, the remedy lies not in taxation but 
in, economic regulation. 


4) The application of the “ability” principle 
» applies best to general purpose taxes — taxes 
based upon benefits (fees, licenses, permits, 


43 Principles of Economics (3d ed., N. Y., 1921), Il, p. 514. 


_ 14 These writers are summarized in Seligman’s Progressive Taxa- 
tion, op. Cit., pp. 66-78, 159-189; and in Josiah Stamps’ Fundamental 
Principles of Taxation (London, 1921), pp. 37-54. 


18 Principles of Public Finance, op. cit., p. 94. 
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“users,” etc.) taxes of a regulatory character 
(excises), taxes designed for social security pur- 
po-es (payroll taxes), rest on other grounds 
than “ability” and should be used for purposes 
other than general. 


5) Competitive balance in federal-state-local 
relations is an important factor in tax equity— 
the taxpayer is no longer interested in the seg- 
ments of his tax bill. It is the total impact that 
concerns him. 


Sales Tax May NOT Penalize Lower Incomes 


In view of these assumptions, the choice between 
a personal income tax and a consumers sales tax 
depends upon the total environment in which each 
operates, how each tax is defined, and at what 
ratio the tax is imposed. For example, it has been 
estimated that an urban family of four with an 
annual income: of $2,600 will pay $14 annually 
under a 2 per cent sales tax (the most usual rate) 
where food, fuel and medicine are exempted. The 
same family would pay $25 under a personal in- 
come tax where (as in Oregon) the rate is 2 per 
cent upon the first $500 and 3 per cent upon the 
second $500 of $1,000 taxable income. The infer- 
ence is this: There is little basis for the broad 
assumption that all sales taxes rest with undue 
weight upon low income groups as compared with 
the weight of personal income taxes. Following the 
defeat of a sales tax referendum in October, 1947, 
Oregon lowered its income tax exemptions. This 
was, indeed, the fifth time that Oregon voters have 
rejected a sales tax—persuasive evidence that an 
income tax measure is preferred. 


It is true, however, that Oregon is unique among 
the income tax states in that its exemptions are un- 
usually low. The picture would be different in 
Seuth Carolina where the taxable income for the 
Oregon family would only be $400. Here the in- 
come tax becomes $8 as compared with $14 under 
a 2 per cent sales tax. And there is another point 
important in the equity considerations. The differ- 
ences in tax liability for the low income groups 
under the two tax measures are so small as to be 
negligible. Even in the lowest income brackets 
where exemptions offset the entire liability, the 
sales tax is so small as to represent no significant 
burden. Even, however, if these differences are con- 
sidered, they will be lost in even minor adjust- 
ments in other tax measures—property, gasoline, 
motor vehicle licenses, cigarette taxes, etc.—so that 
their net effect is not measurable. 


At the other extreme, it is difficult to estimate 
the amount of sales taxes which high income groups 
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would pay because patterns of expenditure are so 
varied. However, a family of four with net income 


of $50,000 would pay about $16,578 in federal in- 


come taxes under the 1948 revenue act. Under the } 


state income tax as it is applied in Oregon, the 
same family would pay $2,361 after deducting the 
federal tax from its state income tax base and the 
state tax would in turn become a deduction from 
the federal tax base. Under the more “progressive” 
New York income tax the family’s state tax would 
become $3,221. However, deduction of the state 
income tax from the federal income tax base would 
reduce the federal tax by about $1,724 so that the 
family’s ,total tax liability would be increased 
(depending upon its expenditure habits) by $1,597 
because of the state tax. Even assuming that such 
a family made as much as $25,000 of taxable pur- 
chases, it would pay $500 under a 2 per cent sales 
tax which after federal tax credits would mean a 
net tax of $240 as compared with $1,597 under 


_ the New York personal income tax. 


The point is this: as between two Oregon fam- 
ilies—one with an income of $2,600 and one with 
an income of $50,000—the first would pay total 
taxes (state income) of $14., the second would 
pay total taxes (state and federal income) of about 
$18,000. This is the current conception of “ability 
to pay” as worked out through progressive rates. 
With an income about twenty times as great, the tax- 
payer pays 1,280 times as much. Its justification 


is to “protect” the low income groups. Its appli- 
cation is to “soak the rich.” Table I shows that 
all federal income taxpayers reporting adjusted 
gross income of $10,000 or more in 1945 retained 
(after payment of federal taxes) only $10 billion. 
This was only slightly more than all state and 
local tax collections for that year. This same group 
(1.5 per cent of all federal taxpayers), received 
14 per cent of all reported income and paid 37 per 
cent of all federal income taxes on individuals. 
It is only by reading down to the level beginning 
at $3,000 that the “higher income” group can be 
defined so as to account for more than one-half 
of all income reported. This has a very practical 
significance: There are not enough “rich” tax- 
payers to finance state and local services even with 
tax rates graduated up to 100 per cent. 


Tax Credits Do Not Favor Lower Incomes 


Nor is there the solace in credit provisions that 
some advocates of progressive rates would have us 
believe. For example, about 52 per cent of all state 
taxes paid for the family with a $50,000 income 
are siphoned away from the federal government 
in the form of tax credits and applied to state or 
local purposes. But the family with a $2,600 in- 
come can realize, under the most favorable circum- 
stances, federal tax credits for about 17 per cent 
of its state and local taxes—and probably would 
realize no credits at all. Faced with heavy losses 





Table I 
FEDERAL INDIVIDUAL INCOME TAX RETURNS: 1945 
DISTRIBUTION OF RETURNS, TAX LEABILITY, AND INCOME AFTER TAXES 
BY ADJUSTED GROSS INCOME CLASSES 


Adjusted Gross Income 

















Adjusted. Gross Income Recipients Adjusted Gross Income Total Tax Liability After Taxes 
Income Classes Number Amount Amount 
(thousands) (thousands) Per Cent (millions) Per Cent (millions) Per Cent (millions) Per Cent 
$ O— $ Lo. 12,665.2 © 23.5% $ 6,159.4 5.1% $ 1384 8% $ 6,021.0 5.8% 
bi ae 14,494.9 29.1 21,751.8 18.1 1,647.6 9.7 20,104.2 19.5 
p Se. Ceaaiten - 11,0004 233 28,630.8 23.8 2,769.8 16.2 25,861.0 25.0 
Under $3. .............. 37,760.55 75.9% $ 56,542.00 47.0% $ 4555.8 26.7% $ 51,986.2 50.3% 
$3—-$4.... 6&737A 135% $ 23,1425 192% $ 25695 15.1% $ 20,5730 19.9% 
4— §.... 2,612.8 5.3 11,541.9 9.6 1,507.7 8.8 10,034.2 9.7 
5-30. * ae 3.8 12,273.2 10.2 2,119.6 124 10,153.6 9.9 
$ 3,— $10... 11,235.8 22.6% $ 46,957.6 39.0% $ 61968 36.3% $ 40,7608 39.5% 
$10 — $25... 591.9 1.2% $ 8,789.9 7.3% $ 24204 142% $ 6,369.5 6.2% 
Fo ie Sc 120.2 Pr 4,052.7 34 1,669.7 98 2,383.0 2.3 
50 and overt........ 42.6 e 3,958.9 3.3 aad Eee 1,751.2 1.7 


$10 and over... 754.7 + 1590+ $ 16,8015 140% $.6,2978 36.9% $ 10,503.7 10.2% 
GRAND TOTAL 49,751.0 100.0% $120,301.1 100.0%  $17,050.4 100.0% $103,250.7 100.0% 


Source: U. §S. Treasury Department, Bureau of Internal Revenue. Statistics of Income for 1945, July, 1948. 
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Tasie II — OVER-ALL IMPACT OF SALES TAXES AND PERSONAL INCOME TAXES J 
In Forty States—1948 _ 








Tax as % of 
Tax as % of Tax as % of All State Taxes 
Per Capita Tax Retail Sales Income Payments*® Excluding U.C. 
States Sales Income Sales Income Sales Income Sales Income 
1. Using Both Sales 
& Income Taxes: 
oe LU! | 688s 6 |S 1S) 157% 0.32% 1.14% 0.23% 27.7% 5.67% 
LO Se 5.12 2.98 0.60 2.36 0.47 33.2 6.74 
ELEC 10.15 1.744 181 0.31? 1.47 0.257 26.1 4.467 
Sena < 4.93 2.48 0.45 1.71 9.31 39.4 7.08 
ee es ee 5.99 2.04 0.58 1.47 0.41 32.5 9.14 
ee 5.99 2.18 0.67 1.72 0.53 39.9 12.3) 
Dee ok 4.94 2.10 0.57 1.42 0.27 38.3 10.45 
Sa ae re ae 7.29 3.07 1.25 0.53 0.84 0.35 13.3 5.61 
Maryland ................--_ 11.00 7.17 1.35 0.88 0.82 0.52 229 14.93 
Mississippi ...............—— 10.68 1.86 2.25 0.39 1.66 0.29 28.6 4.98 
OS Se tee! — 41.79 —t1 1.24 —! 40.1 —! 
New Mexico ..................- 25.58 2.277 404 0.367 2.60 0.237 37.8 3.367 
North Carolina. ............ “$050 6.54 1.81 1.12 1.19 0.74 20.1 12.44 
North Dakota .................... 18.41 7.36 2.22 0.89 1.10 0.45 33.1 13.24 
Oklahoma .................-. 14.44 335° . 2.34 0.54 1.60 0.377 25.8 5.98? 
Tomeonee «2S Cid 03 0.82 2.22 0.144 1.45 0.09% 31.1 1.954 
Utah . ge ca SS 5.19 2.45 0.66 1.68 0.44 32.7 8.79 
2. Sales Tox Sete: 
Connecticut —.............. $16.11 1.76% 0.97% 30.3% 
I EB RS 2.05 1.17 44.7 
| Michigan 30.45 3.37 2.19 53.1 
YSU eae 16.28 1.99 1.15 36.5 
Rhode Island WW... 8.66 0.92 0.53 16.1 
South Dakota ................ a. | “$8646 1.82 1.28 343 
Washington 9... 42.36 4.53 3.19 55.1 
West Virginia 28.10 5.09 2.78 59.0 
Wyoming .................... 18.89 2.04 1.28 38.0 
3. Income Tax States: 
NR Ce $ 6.40 0.77% 0.40% 12.92% 
aan 4.15 0.68? 0.47? 11.98? 
EE ae ee 10.42 1.09 0.82 18.44 
cae 2.62 0.48 0.50 8.59 
Massachusetts ...................... 7.87 0.95 0.55 16.97 
Minnesota .......................-- 7.92 0.85 0.67 14.80 
Montana 2 nececce enn 60.2 0.56 0.38 12.46 
New Hampshire .............. 1.43* 0.19# 0.13* 4.18* 
New York in cccccccccccccnnen 9.32 1.12 0.52 19.07 
Cee 18.98 2.19 1.59 34..3 
South Carolina .................... 5.38? 0.98? 0.71? 12.96? 
OE 4.84 0.55 0.42 10.35 
TID sie civicticetemnpestac 4.22 0.67 0.43 11.92 
a ST Ah sae ae a 10.25 1.08 0.78 18.95 
ion and pean income taxes not reported separately. 


Preliminery estima 
: Fiscal 1948 taxes ‘related to retail sales and ome payments to individuals for calendar 1947. 


* Income tax = ogg only to income from int: es 
Source: Sales taxes, personal income taxes, and all state tax collections, U. S. Department of Commerce, Bureau of the Census, State Tax 


eersons in 1948 (Bulletin October, 1948). Sales taxes include use taxes; all state and local taxes ‘exclusive of U. C. payroll taxes. 
U. Dept. of Commerce, Bureau of rr Census, Current Population Reports, Series P-25, No. 15 (Washington, Oct. 10, 1948). 

Retail Sales, Sales ay ay cee May i0, 1948, p. 

Income Payments, Department of seh oA Bureau of Foreign and Domestic Commerce, Survey of Current Business, 1947, Vol. 28, 


No. 8, (August, “\seay” ’p. 21. 
12 © 
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of tax revenues the federal government may well 
seek to compensate its credit allowances by amend- 
ing the tax deduction provisions, increasing the 
surtax rates, extending higher rates to lower in- 
come groups, or by seeking new sources of revenue. 


It is to be noted (Table II) that sales taxes are 
at present carrying a far heavier proportion of state 
and local tax costs, thin is the income tax in States 
where these taxes are applied. Indeed no State has 
adopted an income. tax since 1939 but 4 States have 
adopted consumer sales taxes over the same period. 
The pressure of the federal government in the in- 
come tax field (| .rticularly since the sharp iucveases 
in surtax rates uv. 1941) is tremendous; and any- 
thing like the progression of the federal rate has 
been avoided at the State level. This means that the 
income tax for State purposes approaches more 
nearly proportional rates. While this is sound fiscal 
policy under present conditions, it does not lend 
itself to social theories, and for the protection of 
the lower income groups by large exemptions for 
subsistence purposes, tends to reduce the yiela. It 
is a matter of simple arithmetic that a major por- 
tion of State taxes must come directly or indirectly 
from persons with net incomes under $10,000. This 
group (Table I) accounted for 86 per cent of 
adjusted gross income reported for federal income 
tax purposes in 1945, Even under steeply graduated 
rates, it paid 63 per cent of all federal income taxes 
in that year, and most important still, accounted 
for 90 percent of all income after payment of 
federal taxes. 


Personal Income Tax vs. Sales Tax 


The choice as between personal income and con- 
sumers sales tax for state purposes moreover, rests 
upon still other grounds. When all factors are con- 
sidered the sales tax is more complicated to 
administer but less fluctuating in yield. Merchants 
are responsible for collecting the tax and paying it 
to the state. Particularly where extensive exemp- 
tions are provided, this service is performed ‘at con- 
siderable cost for which merchants may or may not 
receive compensation, depending upon the statutory 
provisions under which the tax is imposed. For 
example, Colorado allows merchants to retain 5 per 
cent of the tax collected while Alabama allows 
3 per cent, and Connecticut provides no compensa- 
tion. In any event, application of a sales tax makes 
retail business a partner of the state in adminis- 


tering the tax and shifts a portion of the adminis- 
trative costs so that they do not appear in public 
budgets as state costs. 


It is of course, inherent in an income tax when 
exemptions are provided that the base may practi- 
cally disappear under adverse economic conditions, 
but studies have indicated that a consumers sales 
tax will not fall below a minimum level of con- 
sumption. This factor of stability is particularly 
important in state finance where the financial con- 
trols are less flexible than those at the disposal of 
the federal government. It has been shown that in 
1933 the index of taxable net income fell to 21.0 
as compared with 100 for 1929. I[n the same year 
the retail sales index fell to only 50.9. During the 
period 1929-1940, the average income index was 
46.1 as compared with an average sales index of 
73.5. When the fluctuations from year to year are 
compared, the average rise and fall of income is 
shown as plus and minus 15 per cent from 46 per 
cent, whereas the average rise and fall of retail 
sales is shown as plus or minus 11 per cent from 
73 per cent. As a long term support of state gov- 
ernment, the consumers sales tax has marked 
advantages. * 


From this brief analysis, the following summary 
statement appears to be justified: 


1) Both personal income taxes and consumer 
sales taxes can be so designed as to protect the 
subsistence level—the first by establishing a 
minimum (subsistence) base; the second, by ex- 
empting “necessities” (food, fuel, medicine, etc.) 
from the base. 


2) Progression is far more easily applied to 
the income tax; and is found in the consumers 
sales tax (if at all), in the pattern of purchases 
in the higher income groups. 


3) The income tax is more susceptible to group 
exploitation, and in willing hands becomes a 
ready tool to compel social and economic 
adjustments. 


4) Progression at the state level, tends to 
magnify the effects of steep progression at the 
federal level — proportion, not progression, 
should be the rule at state levels today. 


5) The income tax is more readily adjusted to 
equity provisions less complicated to administer 
but less stable in yield. 

16 Connecticut Tax Survey (1948), 112-115. 
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